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Mine Accounting in Relation to Federal Taxes
By Wade Kurtz

It is the purpose of this paper to discuss some of the more
important phases of mine accounting principles which vitally af
fect the computation of profits, as well as a few interesting tax
problems from the accountant’s point of view, but it is essential
to explain that at this time one can express only opinions in re
gard to the federal taxation of mines because so many of the
complicated mining tax returns remain undecided.
Standardization of Mine Accounting

In attempting to assist the revenue bureau by presenting sta
tistics relative to any mining company as a whole, the accountant is
handicapped by the deficiencies and errors in accounting pro
cedure, particularly in the smaller companies.
As the various classes of mining activities become organized
for the protection of the industry at large, it is becoming im
perative that some consideration be given to standardizing and
unifying the accounting procedure and statistics. Few mine
operators, even in the same class of mines, when speaking of
operating results and costs of production, think the same thoughts
and speak the same language. This condition operates against
their interests in protecting their industry as a whole, because it
is practically impossible to secure accurate and uniform statistics.
The local conditions existing in each mine and the variation
of human nature in mine management make it practically impos
sible to create a detailed uniform method of accounting for each
class of mines. Any attempt, therefore, of this kind must neces
sarily be flexible and adaptable in details; but in principles of
accounting procedure and the general classification of accounts,
the problem is far from being an impossible one.
I refer principally to the general classification of operating
expenses, distinctions between capital and revenue expenditures
and the computations of the costs per unit, in order that accurate,
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detailed and comparable statements of cost of production may be
readily obtained.
Capital and Revenue Expenditures

The distinction between capital and revenue expenditures
varies somewhat between the construction or development period
of a mine and the period after the mine has become an operating
concern.
In a new company all expenditures up to the time when the
gross revenue equals the operating expenditures are a part of the
cost of the mine to be returned later through depletion and de
preciation, but all revenue received during this development period
should be credited to the cost of the mine.
In going concerns it is correct to charge to capital all ex
penditures for major development work, such as shafts and main
haulage ways, but minor development work should be charged
as current operating expense. The intention underlying the ac
counting practice is to capitalize such expenditures as are useful
over the entire operation of the mine and to spread the expense
by depletion and depreciation allowances, but when the benefits
are temporary the expenses are to be reimbursed from current
earnings.
Prospecting drilling is always considered as a development
cost to be capitalized, but in many mines today much drilling is
done directly ahead of the mining operations in order accurately
to locate the ore bodies. In case of all such expenditures the
drilling cost is of only temporary value and should be considered
as a mining expense.
Were prospecting drilling and development permitted as a
charge against current expense, there would be nothing to prevent
a corporation from using all its earnings for exploration or devel
opment of ore reserves and eliminating the payment of divi
dends and taxes. All such expenditures are deferred charges
against future earnings, to be capitalized and returned through
depletion, but are not a current operating expense.
A definite line of rectitude should be pursued in distinguishing
between improvements charged to capital and current operating
expense, but the hazards of mining and the highly speculative
nature of the industry are just reasons why the accountant should
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be more flexible in his procedure by leaning towards conservatism
and reimbursing the company from current earnings.
Many expenditures which in the ordinary business would be
considered as of a more permanent character are an operating
expense in the mining industry. After a mine has once been
equipped to its normal operating capacity, there are many ex
penses necessary to maintain the production, and usually such
expenditures are a current expense, although their life may ex
tend over a period of years. As a mine is developed to a more
distant part of the property, these expenses are necessary and
would consist of such items as mules, motors, mine cars and
tracking.
After a definite line of classification between capital and
revenue is once established, it should be consistently followed and
not changed from time to time in order to meet certain conditions.
Depreciation and Depletion

The two vital subjects of depreciation and depletion are based
upon the premise that capital invested in plant, lease and develop
ment is not a permanent asset but a preliminary expenditure
necessary to mine the ore reserves and that this invested value must
be recovered out of the proceeds of the ore sold. It is always wise
in a mining venture to secure the return of investment as quickly
as possible, owing to the many uncertainties surrounding the
business.
Depreciation and depletion are just as true and legitimate ex
penses of operation as money actually spent for labor, material
and miscellaneous expense, and any statement which does not give
due consideration to them is incorrect to that extent.
In mine accounting these two expenses are very closely re
lated, with the result that there is considerable confusion as to
where the line of demarcation is. The items to be considered
under each classification are as follows:
Depletion: cost of fee land—cost of leases—sinking shafts
—prospecting—all development work
Depreciation: buildings—machinery—equipment
Depreciation and depletion expenses and reserves are account
ing devices used for the purpose of leveling the expenses of a com
pany by amortizing the capital assets and allocating to each
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accounting period its just proportion of these expenses even though
they are estimates. They cover the exhaustion and dissipation of
values which have a much broader meaning than the mere con
sumption of materialistic values due to wear and tear.
The two expenses should be computed separately, as the life
of a mine seldom, if ever, corresponds to the life of the plant,
and this variation affects the computation of depreciation. In a
long-life mine the plant values may be consumed before the ex
haustion of the mineral deposits, which would require a rate of
depreciation sufficient to return the plant investment during the
years of its deterioration due to wear and tear. In short-life
mines, however, the dissipation of plant values has nothing to do
with wear and tear, but is the result of the exhaustion of the ore
deposits, because when the mine is worked out the plant has little
value. In such mines a rate of depreciation must be used which
will reimburse the company for its plant investment during the
few years of the life of the mine. It must be noted, therefore,
that no general rate for depreciation can be established, but it is
an individual question to solve for each mine.
Rates of Depreciation and Depletion

There are two methods of ascertaining the rates for both de
preciation and depletion—the life basis and the tonnage basis.
Whenever possible the tonnage basis for computing both de
preciation and depletion is preferable, because by this method the
amount charged for each as an expense rises and falls in accord
ance with the production of the mine. During years of small pro
duction, when profits are likely to be small, the expenses are re
duced in proportion, and during years of large production the
amount of depreciation charged against operations increases ac
cordingly. This consideration is important from a tax point of
view.
When using the tonnage basis an estimate of the total tonnage
to be recovered is made and this tonnage is divided into the two
classes of values to be amortized, which establishes the rates per
ton. These rates are multiplied by the number of tons produced
to ascertain the amount of both depreciation and depletion ex
pense. If further extensions of the ore body are discovered, the
number of estimated tons can be increased accordingly and used
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to establish new rates per ton. These estimates of tonnage to be
recovered should be made at least once a year. The tonnage basis
for depletion is the preferable one to use, although in certain
isolated mines, where tonnage estimates are difficult to obtain,
the life basis may be used.
Either the tonnage or life basis may be used in computing the
depreciation rate, as both are recognized by the regulations of the
internal revenue bureau; but whichever basis is adopted, it must
be consistently followed. On the life basis, should a mine be
operating on a five-year lease, the plant values must be returned
over the life of the lease, or at the rate of 20% per annum less
salvage. In deciding the method to be used, the practical business
point of view should prevail over any theoretical accounting
preference.
There is one pitfall to be watched in ascertaining the deprecia
tion charge. If capital improvements are made during operations,
all such expenditures should be amortized at a rate which will re
cover these improvements during the remaining life of the mine.
Otherwise provision will not have been made for the entire in
vestment and the statements will record fictitious profits.
The above is the accountant’s point of view, but many con
cerns deem it important during years of their peak profits to ap
propriate a proportion of their earnings toward amortizing their
capital assets, while in lean years the amount charged is con
siderably reduced. This procedure may be very good from a
business viewpoint, as it tends to steady payment of dividends,
but it is not correct accounting and leads to erroneous statements
of earnings.
Capitalization

One of the most difficult problems of mine accounting is to set
up a just and equitable capitalization. Especially is this true
since the complicated problems of mine taxation are so closely re
lated to the invested capital. It is generally recognized that it is
unfair to place a mining company on the same basis as a less
hazardous business where the speculative factors are largely
eliminated. In considering the capitalization of a mine, it must be
understood that there is a distinction between capital assets and
invested capital. In accounting nomenclature the capital assets
are frequently referred to as the “capital sum.” The capital sum
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of a mine refers to the value of the plant, lease and development.
Under provisions of the federal tax laws it may even include ap
preciation up to March 1, 1913, at which date one is permitted to
set a fair value upon his capital assets. Under the 1918 law it
may also include the value of a new discovery. Invested capital,
however, is more limited in its scope and includes the value con
tributed by the stockholders either by capital stock contributions
or earned surplus. In revaluing the assets at March 1, 1913, the
increased valuation is included as invested capital, providing the
book value at that date was lower than the real value owing to
erroneous accounting methods; but, if the increased valuation is
due merely to appreciation, the increment is applied to the capital
sum for depletion purposes only and is not permissible as invested
capital. The value set up on the books for a new discovery is for
depletion purposes only and cannot be included as invested capital
until the discovery value has been realized in cash or its equivalent.
This distinction between the capital sum or the total value of
the capital assets and the invested capital or the part of the total
capital belonging to the stockholders is frequently a source of an
noyance to business men in their tax problems.
In mine accounting a peculiar situation arises when one at
tempts to compute the profit on a particular mine, as the corpora
tion and tax laws permit certain adjustments of the actual profit
derived from mining operations. When the capitalization of a
mine is kept strictly upon a cost basis and the speculative element
of valuation is not considered, the accounting problem is simple,
as all net income after the actual cash investment has been re
turned, or provision has been made for its return, is the actual
profit realized from the mine.
The accounting effect of the corporation laws is to reduce the
profit of the corporation by the extent of the increment in mine
value taken up in its capitalization. The federal tax laws permit
a further reduction of taxable profits by allowing deductions from
gross income for discovery values.
In dealing with the tax problems of a mining company, it
must always be kept in mind that the aim is to compute profits
after giving due consideration to invested capital and the special
relief granted to mining companies by law.
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Capitalization When Plant and Development Cost
Establishes Lease Value

An interesting problem of taxation occurs when a corporation
is organized and payment is made for the capital stock on the
basis of a fifty-fifty interest, one party putting into the corporation
his lease against the mill and development of another. The ques
tion arises as to what is the capitalization of such a company for
tax purposes. When incorporating by this procedure there is a def
inite standard of value in the actual cost of the mill and develop
ment work which equals the value of the lease, and the capitaliza
tion therefore for tax purposes would be twice the cost of the
mill and development. This total value of mill, lease and de
velopment is subject to depreciation and depletion and can be
used for invested capital.
Nominal Capital

The excess profit tax laws found many companies with val
uable mines and a merely nominal capital. In many such con
cerns the leases or mines were acquired by individuals who pros
pected and discovered the ore bodies and later turned over the
leases to a corporation for capital stock which they at that time
understood did not in any way represent the value of the leases.
When the tax law of 1917 was passed they found themselves with
large earnings and a ridiculously small capital stock. In com
panies such as this I would advise increasing the book value of
the capital assets and invested capital to the actual value at the
date of incorporation, subject to the approval of the revenue
bureau.
Tax on Mining Property Exchanged for Capital Stock

In all mining companies which take into consideration the in
crement in value of a lease or fee when incorporating, the question
naturally arises as to whether or not this appreciation in value
is taxable to the stockholders of the company at the date of in
corporation. A recent treasury decision, No. 2924, indicates that
the difference between the original cost of the property, or its
value at March 1, 1913, and the fair market value of the capital
stock for which it is exchanged is taxable as profit to the stock
holders. This question is so vital to the mining industry that an
36
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effort should be made by the mining interests properly to present
to the revenue bureau the effect of taxing mine incorporators for
this speculative and unrealized profit.
Borrowed Funds

to

Pay

for

Leases

The question of organizing a mining company in the following
way is frequently considered.
A valuable lease is owned by an individual and he wishes to
incorporate for, say, $1,000,000.00. He is anxious to have the
incorporation proceedings handled in a manner that will substan
tiate the capitalization before the revenue bureau and conceives the
idea of making it a cash transaction as follows: he goes to his
bank and borrows $1,000,000.00 to purchase the capital stock of
the corporation; after the corporation receives the $1,000,000.00, it
proceeds to pay the stockholder $1,000,000.00 for the lease, and
the individual then pays back the loan. Will such a capitalization
stand with the revenue bureau?
This procedure may be legal and possibly allowed by the in
ternal revenue bureau, but there is another very vital factor to
consider before going to the trouble of incorporating by such a
method. If the deal is a completed cash transaction to the corpo
ration, it is only consistent to rule it a completed cash transaction
to the individual. As he has retained no cash in the transaction,
the tax on this realized profit to the individual would be fatal.
Value

at

March 1, 1913

One of the tax problems of considerable importance for mines
is the setting up of a value for March 1, 1913. This provision
was made to establish an equitable starting point when the income
tax became constitutional, because it was recognized that account
ing methods were often crude and that records failed accurately
to reflect the real capital of a company. This provision gave
mining and other companies an opportunity to adjust their records.
It is sometimes difficult to persuade mining men that the mere
par value of the capital stock issued has nothing to do with the
actual invested capital. Value is the thing that establishes invested
capital in mines. If par value of capital stock were allowed as a
basis for invested capital, why capitalize for merely a million?
Why not make it a hundred million and pay little or no tax ? This
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lack of understanding of the value back of capital stock has led
many mining companies astray in their tax returns.
When an investigation of the condition of a mine at March 1,
1913, reveals the fact that the books do not reflect true market
values at that date, an adjustment should be made to correct the
books accordingly.
New Discoveries

When new discoveries of ore deposits are made the value of
the company’s capital stock is enhanced accordingly, as it in
creases the number of tons on which profits are to be made and
spreads the period of amortizing the invested capital. This fea
ture of mine accounting was brought into prominence in the
federal tax law of 1918 by granting permission to mining com
panies to set up on their books for depletion purposes only the
value of ore discoveries irrespective of the cost. This provision
means that the increment in value due to the discovery—that is,
the difference between the appraised value and the cost of dis
covery—is to be returned tax free to the discoverer, as is also the
cost of discovery. Discoveries of extensions to known ore re
serves are not to be construed as new discoveries, but merely in
crease the number of tons. A new discovery is the finding of an
entirely new and previously unknown ore deposit and increases
both the number of tons of ore deposits and the value of the ore
body, providing it is of value materially greater than the cost of
discovery. You cannot predicate the existence of a mine on two
or three drill holes, as a commercially valuable ore body must be
established.
The value of the new discovery should be recorded on the
books as a part of the capital assets and a corresponding credit
should be made to a new discovery reserve. As new discoveries
are mined and their value realized in cash, the amount so realized
may be considered as an earned surplus and be included as in
vested capital, provided it has not been disbursed in dividends.
This means that the new discovery reserve account should be
charged to the extent of the discovery value taken out of the
mine and placed in the surplus account.
The date of the discovery is an important factor in determin
ing its valuation. A discovery usually may be considered as made
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when the development has indicated ore reserve sufficient to war
rant putting up a mill and sinking a shaft.
Therefore, in proving the value of a new discovery it is ex
ceedingly important to have drill records, assays and other data
enough to substantiate as large a value as possible. Companies
which fail to attend to these details will find themselves in a diffi
cult position when attempting to prove their discovery values at
Washington.
Again, it must be recognized that one cannot take the present
value and present tonnage and work backward in establishing dis
covery value, but must consider first the known factors at the
discovery date. In establishing a discovery value for a company
which has been in operation for several years, depletion must be
deducted from the date of discovery in setting up the value on the
books. Any later increase in the percentage of recovery does not
change the value at the discovery date.
The question is frequently asked whether or not the discovery
value can be included as a part of the cost when computing the
profit on a sale of mining property. Should the discoverer work
the mine himself he would recover the discovery value tax free,
and it would seem logical for him to receive the same amount
tax free in event of sale. However, my opinion is that the law
provides for discovery value to be returned tax free through
depletion only, and that, as special relief is given in the 20%
clause covering the sale of mines, the deduction of discovery
value as a part of the cost in event of a sale will not be allowed.
Apportionment

of

Discovery Value Between Lessor
Lessee

and

One of the most perplexing sections of the law is that which
permits the apportionment of the discovery value between the
lessor and lessee.
This provision of the law reads well, but in practice is difficult
to apply on account of the conflicting interests between the fee
owner, various sublessees and the mine operator, as each of them
attempts to appropriate as large a part of the discovery value as
possible and the total of the discovery values claimed by all the
interested parties cannot exceed a fair discovery value of the
property as a unit.
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As to the method of apportionment of this discovery value the
regulations are not specific, but it appears to be the intention of
the department to make the apportionment by allocating to mine
operators the engineer’s valuation of the discovery after making
deductions of all relevant factors, including the estimated royalty
to be paid, and allowing to the lease owners the royalty value per
mitted as a deduction on the mine operators’ valuation. As en
gineering values are to an extent estimates, this allocation between
the lessor and lessee is frequently complicated because different
engineers estimate the value of the various interests, the total of
which is greater than a fair value for the property as a whole.
The problem is further complicated when the owner of a lease
sells it for a bonus and retains a royalty interest, as two points of
view are possible regarding the nature of the transaction. It can
be construed as a completed sale, and the bonus as a cash payment
on account, while the royalty interest is in the nature of deferred
payments. As title usually passes in sales of this kind, this opinion
has merit.
The other version is to consider the bonus as a royalty paid
in advance of the extraction of the mineral, because all bonus pay
ments have the effect of reducing the royalty to be paid on future
operations of the mine.
It may be that this question will be decided upon the facts as
they exist in individual cases, but whichever view prevails it will
materially affect the tax computations, because it depends upon
the interpretation of the transaction as to whether the receipts
represent income or a conversion of one form of capital into
another.
If the owner of a lease operates the mine, he can avail himself
of the discovery value through depletion; but should he dispose of
the lease without a royalty interest, he will sell it at a figure which
will reimburse him for the discovery value. At the same time, the
purchaser of the lease has fixed its value so far as he is concerned
when he set a purchase price, and no further discovery value is
permissible in his case, unless further discoveries are made. In
transactions such as this, neither the lessee nor lessor can avail
himself of the discovery privilege of the tax laws.
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Apportionment of Values to Various Leases

A mining company may own several mines in fee or lease
hold which have been taken over by a corporation at a lump sum
of, say, $5,000,000.00, the value of which can be substantiated.
The company is entitled to have this amount returned tax free
through depreciation and depletion, and the question arises as to
whether it would be permissible or not to return this investment
against the operation of only a part of the owned mines, because
the remainder have not as yet been opened for operations. This
is a natural question for a mining business man, but when advocat
ing such return he forgets the future. In my opinion, such a
method of computing depletion would not be permitted by the
internal revenue bureau, because it is not proper accounting and
does not attempt to state true profits. The taxpayer is acting
against his own interests by advocating this procedure, because
the time will come when his investment will have been returned
and on future operations he will have no depletion charges against
his earnings—and tax laws will be with us for a long time to come.
The method to pursue in the case of such a company is to
allocate to each tract of land its just proportion of the capitaliza
tion and charge as depletion against the revenue of each tract the
value assigned to that particular piece of land. This is the only
correct accounting procedure, and has the advantage of spreading
the depletion charges over the entire operation of all the mines.
Dividends

The accounting procedure of a mining company in so far as
the payment of dividends is concerned depends upon whether the
company intends to continue in business or is a liquidating com
pany. If it is the intention to discontinue after the mine being
operated is depleted, it is proper to pay out to stockholders the
cash accumulated in bank regardless of whether it represents
profit or a return of the original investment, provided the profits
are distributed first, and when dividends are declared out of
capital paid into the company the stockholders are aware that they
are receiving a part return of their investment or liquidating divi
dends, as they are called.
If it is the policy of the company to continue mining opera
tions by the purchase of other mines, the capital investment must
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be preserved and possibly increased by the retention of a part of
the profits. In such a company all dividends paid to stockholders
must represent earned profits.
The payment of taxes on liquidating dividends is not an un
common occurrence. Stockholders should be advised of the
nature of all liquidating dividends. No liquidating dividend can
be paid until all the earned surplus has been distributed to the
stockholders as dividends. After the surplus has been returned,
any further dividends are liquidating dividends paid from the in
vested capital.
An interesting accounting problem arises when liquidating
dividends are paid, as the books of account and financial state
ments must clearly indicate a corresponding reduction of the
capital investment resulting from such payment. The first im
pulse would be to charge liquidating dividends against the re
serves, but this procedure results in a very misleading balancesheet, because it does not set forth the reduction in the value of
the capital assets and the impairment of the capital stock. The
proper method of preparing a balance-sheet in such circumstances
is to reduce the cost of the lease, mill and development by the de
pletion and depreciation reserves and correspondingly reduce the
capital stock to the extent of the liquidating dividends paid.
Variation of Tax Problems

In conclusion, I wish to explain that the tax laws are like all
laws—one can only generalize about them in discussion, but when
it comes to applying generalities or decisions in similar cases to
any particular company it is the invariable rule that there are
certain legal, economic, engineering and accounting phases which
differentiate it from all others.
The question resolves itself, therefore, into a study of all the
relevant factors. A decision must be made upon the facts as they
exist in each individual company.
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